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The Securities and Exchange Commission today announced the issuance of a release
in its Accounting Series discussing a problem that may face management investment companies in complying with the requirements of the recently revised Article .6 of Regulation S-X which governs the form and content of financial statements filed with the
Commission by management investment companies. The release outlines certain procedures
which may be followed in allocating past dividends so as to arrive at (1) the balance
of undistributed net income (excluding gain or loss on investments); and (2) accumulated net realized gain or loss on investments. The release, prepared by William W.
Werntz, Chief Accountant, follows:
"Inquiry has been made as to the procedure to be followed where a management investment company has not heretofore shown separately in Its accounts (1) the balance
of undistributed net income (excluding gain or loss on investments); and (2) accumulated net realized gain or loss on investments. Subdivision into these two categories
is required of management investment companies by Rule 6-03-21(a)(2) and (3) of the
recently revised Article 6 of Regulation S-X, governing the form and content of financial statements filed by such companies. A principal problem in such segregation
relates to dividends heretofore paid without any designation as between these two
sources of Income,
"Sec. 19 of the Investment Company Act of 1940 requires such segregation to be made
in connection with dividends declared after the effective date of that Act, In connection with the promulgation on February 21, 1941 of Rule N-19-1 which implements S e c .
19, there was simultaneously published an interpretive letter 1/ dealing with the
treatment of past dividends.
"In my opinion, It would be appropriate to employ the methods and. principles setforth in that letter in arriving at the segregated balances required by th new Rule
6-03-2l(a)(2) and (3) of Regulation S-X. The pertinent portion of the letter reads as
follows:
"'In connection with Section 19 of the Investment Company Act and the
recent Rule N-19-1 adopted pursuant to it, you have raised some questions of
interpretation.
"'Section 19 provides in effect that dividend payments made by a registered
investment company must be accompanied by written statements adequately disclosing the source of the dividend if the dividend Is paid wholly or partly from any
'. source other than —

1/ The letter dated February 21, 1941, signed by David Schenker, then Director,
addressed to Paul Bartholet, then Executive Director, National Committee of
Investment Companies.
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"'(1) such company's accumulated undistributed net income, determined in accordance with good accounting practice and not including profits or
losses realized upon the sale of securities or other properties; or
"'(2) such company's net income so determined for the current or preceding
fiscal year.
"'Rule N-19-1, among other things, provides in effect for the segregation of
certain designated sources of dividend payments for the purpose of disclosure.
"'Your first inquiry, as I understand it, relates to the problem of ascertaining the presently available balances of the sources designated in Section 19 and
Rule N-19-1. You point out that, prior to the time the Investment Company Act
went into effect, an investment company may not have segregated its income and
surplus in a way contemplated by that Section and the recently adopted rule; therefore, dividend payments in the past may not have been allocated according to the
sources designated therein. You are concerned as to the method companies in this
situation may use in determining now the sources against which past dividends are
to be charged in order to determine the balances of "accumulated undistributed net
income" and other sources available for the purposes of Section 19.
"'Where, prior to November 1, 1940 (the effective date of the Investment Company Act) any legal allocation of dividend payments has been made on the books or
by resolution of the board of directors, or in some other appropriate manner, to
one of the sources set out in Rule N-19-1, in my opinion, such allocation need
not be changed. As to past dividends not so allocated, it is my opinion that the
following allocation should normally be followed: The total amount of such
dividends accrued and declared in any fiscal year should be charged first to the
accumulated undistributed net income, if any, at the close of such year, and
any excess should be charged to the accumulated net profits from the sale of
securities or other properties, if any, at the close of such year, and any excess
thereafter should be charged to paid-in surplus or other capital source. The
determination of accumulated net profits from the sale of securities or other
properties should be made in accordance with the company's financial accounts
rather than its tax accounts.
"'Your second inquiry bears on the same problem. In examining the past to
make the necessary determination of available balances now, transactions must be
reviewed in the light of "good accounting practice," the standard set up in Section 19. Your problem is whether that standard is the good accounting practice
of the present day or that of the date of any particular transaction. In my
opinion, it is the latter.'"
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